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COMMENTS

conspiracy against established government-not for pedegogical exposition of
20
Marxian ideas.

TAX PLANNING FOR NONTAXABLE ESTATES
WILLIAM J. BOWE*

Owners of modest estates are always greatly relieved to learn of the
liberal federal estate tax exemption of $60,000.1 Freed from the burden of
federal estate tax planning they frequently turn their attention to methods of
transferring property which will avoid the heavy cost and delay incident to
probate administration. 2 joint ownership, gifts of remainder interests, doneebeneficiary contracts, revocable trusts are among the more common devices
available.3 Use of any one of these plans may accomplish a shift in possession
and enjoyment of property upon the death of the planner with no delay and
minimum expense.
But the income tax consequences of adopting substitute testamentary
methods are frequently overlooked. Some of the income tax rules are without any policy justification but until Congress can be persuaded to rewrite
the cost basis provisions of Internal Revenue Code section 113(a)(5) to
include all transfers which are taxed as testamentary, their arbitrary effect
will continue to result in what, to the writer, seems grossly unfair tax
treatment.
Assume Father buys Blackacre in 1931 for $10,000. In the late forties
he begins to think of substitutes for a will. He conveys this land, his sole
substantial asset, to his son, reserving a life estate for himself. At the date of
his death in 1950 the land has a fair market value of $30,000. A year later
20. Dennis v. United States, 341 U.S. 494, 71 Sup. Ct. 857, 95 L. Ed. 1137 (1951).
Would it not have been more artistic to have charged the Communist Party leaders
(under an appropriate statute) with conspiracy to overthrow the Government? To make

"teaching and advocacy" of overthrow the crux of their offense is to pick out a ,single

relatively unimportant aspect of a complex of activities apparently all aimed at the
same objective. The broader indictment, I venture, would have produced the same immediate result without provoking that uneasiness which many felt when "teaching and
advocacy" was made the essence of the offense.
*Professor of Law, Vanderbilt University; author of
(1952 revision), and other writings in federal taxation.
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1. Where the marital deduction is available and used in full, an estate of $120,000
will avoid any federal estate tax.
2. Average shrinkage due to probate and administration expenses of a $100,000
estate has been estimated at $8,500 or 831%. See MONTGOMERY, FEDERAL TAxEs-EsTATEs,
TRUSTS AND GIFTS 6 (1951-52). The percentage will generally be considerably higher for
smaller estates.
3. See ATKINSON, WILLS 126-56 (1937). As to the validity of donee-beneficiary
contracts, see SCOTT, SIGNIFICANT DEVELOPMENTS IN THE LAw DURINb THE WAR
YEARs-TRusTs 19-21 (Practicing Law Institute Monograph 1946).
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the son sells it for $31,000. Too late the son learns that he has a capftal gain
of $21,000, 4 $10,500 of which is subject to income tax in the year of the
sale at the rates beginning with his top percentage bracket or 52%, whichever is lower. Had Father left the land to Son by will his capital gain on the
later sale would have amounted to $1,000, " of which only $500 would be
subject to income tax in the year of sale.
Perhaps the most common substitute for a will is the purchase of property
in the joint names of husband and wife or parent and child, with right
of survivorship. Here again stock purchased for $25 and worth $50 at the date
of death retains its original cost basis in the hands of the survivor ;G whereas
if it were owned exclusively by the deceased "the angel of death" would have
7
given it a stepped-up basis to $50.
On a sale by a legatee any increase in value between the date of purchase
and the date of the death of his benefactor goes untaxed since the property
was acquired by "bequest, devise, or inheritance" and hence gets a new cost
9
basis. 8 But if the property was acquired in a lifetime transaction the donee
4. INT. REV. CODE § 113(a) (2). See EIGHTH ANNUAL INSTITUTE ON FEDERAL
TAXATION 284-85 (New York University 1950).
5. INT. R V. CODE 113(a) (5). In those cases in which no federal estate tax return
is required to be filed no election to use the optional valuation date may be exercised
in order to use the valuation on the optional date as the basis for determining gain or
loss on sales of estate assets. In such case the basis for income tax purposes is the fair

market value on the date of death. See

MONTGOMERY, FEDERAL TAXES-EsTATES, TRUSTS

AND GIFTS 643 (1951-52).

6. Lang v. Commissioner, 289 U.S. 109, 53 Sup. Ct. 534, 77 L. Ed. 1066 (1933).
7. INT. Rv. CODE § 113(a) (5).
8. INT. REV. CODE § 113 (a) (5). In addition to property "acquired by bequest, devise,
or inheritance," section 113(a) (5) specifically provides (1) that the basis of property
in a revocable trust with income reserved for life shall be the same "as if the trust instrument had been a will"; (2) that property passing under a general power of appointment
exercised by will "shall be deemed" to be property passing "by bequest or devise"; (3)
that the survivor's interest in a joint and survivorship annunity "shall be considered to be
property acquired by bequest, devise, or inheritance." This section also contains special
provisions relating to the basis of stock or securities of a foreign personal holding company transmitted at death and to the surviving spouse's one-half share of community
property.
Obviously, there is no consistent policy here. Property held in a revocable trust is
given a new cost basis but not property held in a trust of the type found in Helvering v.
City Bank Farmers Trust Co., 296 U.S. 85, 56 Sup. Ct. 70, 80 L. Ed. 62 (1935) ; Estates
of Sanford v. Comm'r, 308 U.S. 39, 60 Sup. Ct. 51, 84 L. Ed. 20 (1939) ; or Comn'r v.
Holmes' Estate, 326 U.S. 480, 66 Sup. Ct. 257, 90 L. Ed. 228 (1946); though all of
these are considered revocable for estate tax purposes. Perhaps the most glaring
inconsistency is found in the power-of-appointment trust. Prior to 1942 only property
passing as a result of the exercise of a power by will was included in the gross estate.
Therefore only such property was given a new basis. But today property subject to such
a power created after October 21, 1942 is includible whether exercised or not. INT. Rxv.
CODE § 811(f). But § 113(a) (5) has, here as elsewhere, been a forgotten child.
One result of this failure to keep § 113(a) abreast of other changes is that in a
marital-deduction-general-power-of-appointment type trust the widow may at her
pleasure preserve the trust cost basis for those who take by default by failing to exercise
her power. On the other hand if a new basis is desired, this can be obtained by exercising
the power in their favor.
9. Gifts in contemplation of death, gifts with reserved life estates, gifts to take
effect in possession and enjoyment at death, gifts to irrevocable lifetime trusts with

